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STATE AND LOCAL TAXATION 
OF EMERGENCY DEFENSE FACILITIES 


Equitable taxation of emergency defense facilities 
for state and local purposes requires that considera- 
tion be given to their period of usefulness. Depre- 
ciation and obsolescence allowances in determining 
taxes on or measured by net income and valuation for 
property-tax purposes are the most important phases 
of the problem. 

A canvass of the states imposing corporation taxes 
on or measured by net income indicates that major 
difficulties with respect to depreciation and obsoles- 
cence allowances on emergency facilities will probably 
not be encountered in any important industrial state. 
A number of states follow federal practice. In others 
the regulations are very flexible and the administra- 
tive discretion permitted will suffice to meet the re- 
quirements of the emergency situation. Many of 
these states will base their policies on federal practice. 


necessitated the construction of new plants and 
additions to old plants. Most of the additions to 

plants and facilities will not be needed after the defense 
emergency has passed. In order to ensure equitable treat- 
ment under the tax laws and at the same time encourage 
the provision of the required facilities, the Second Revenue 
Act of 1940 provided that for federal income and profits 
tax purposes these facilities could be amortized over a 
period of sixty months, Certification by the Advisory Com- 
mission to the Council of National Defense and either the 
Secretary of War or the Secretary of the Navy are required 
before the accelerated rate of depreciation can be claimed 
with respect to any part of plant additions and facilities. 
When the Second Revenue Act of 1940 was approved 
in October, Title III relating to the amortization deduction 
was regarded as removing a serious impediment to the 
reorganization of the productive mechanisi.: required in the 
interest of national defense. The state and local angle of 


R= fulfillment of our defense requirements has 


In some states constitutional provisions will act as 
a deterrent to rapid reduction in valuations for the 
property tax. While policies in most states have not 
been definitely formulated, it appears that prior to 
the termination of the defense program substantial 
annual reductions in valuations will not generally be 
granted. Rather, if in later years it appears that the 
property is no longer required for industrial purposes, 
either complete depreciation of buildings and facil- 
ities will be allowed or depreciation granted in such 
amount as their value and usefulness indicate. 

Double and triple shifts and the use of relatively 
less skilled labor will mean more rapid depreciation 
of facilities available prior to the inception of the 
defense program. Because of abnormal use of ma- 
chinery and equipment, regular depreciation allow- 
ances should be very flexible. 


the tax phase of the problem was either overlooked or 
regarded as unimportant. 

More than 30 states impose corporation taxes on of 
measured by net income and industrial plants are ordinarily 
subject to property taxation at high rates. What steps have 
been taken or are being taken by the states to ensure equi- 
table treatment of emergency plants and facilities certified 
as essential for defense purposes? The purpose of this 
article is to answer this question insofar as possible and 
to appraise the adequacy of the steps taken or under con- 
sideration. 


DEPRECIATION AND OBSOLESCENCE IN STATE 
INCOME TAXATION 


Although the provisions pertaining to depreciation and 
obsolescence found in state income tax laws lack uniformity, 
the general objective is to permit a reasonable allowance or 
one that will be accepted as equitable by both the taxpayer 
and the taxing jurisdiction. The sections of the statutes 
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relating to this subject are usually expressed in very general 
terms. In some states it is merely provided that in determin- 
ing net income there shall be allowed as a deduction from 
gross income a reasonable allowance for the exhaustion, 
wear or tear of property used in the trade or business in- 
cluding a reasonable allowance for obsolescence. In another 
group of states deductions are allowed on the basis provided 
by the Federal Government in the income tax law and 
regulations. In these states specific regulations are unneces- 
sary and administrative discretion is not an important factor. 


When the federal allowance is not accepted as a basis 
for the deduction for state purposes, the administrative 
authorities usually find it necessary to promulgate regula- 
tions and to decide various specific cases on the basis of the 
facts. In states where official regulations are prepared, they 
are often very flexible. This, of course, tends to enhance 
the importance of the role of the administrative authorities. 


New DEFENSE FACILITIES AND STATE INCOME TAX LAWS 


When a state law follows federal practice with re- 
spect to depreciation and obsolescence, no special problem 
with respect to emergency defense plants and facilities will 
arise. In at least three important industrial states the prob- 
lem is solved more or less automatically. Connecticut reports 
that the law in that state follows the federal law verbatim 
and that no action is necessary in order to grant an accel- 
erated rate of depreciation on special defense facilities. In 
Massachusetts a copy of the federal return is used for the 
income measure of the corporation excise based on net 
income and corporate excess. The allowance for deprecia- 
tion for federal tax purposes is, therefore, automatically 
taken into account. In Pennsylvania the corporation income 
tax is based on income as determined by the Federal Gov- 
ernment, and specific action in the case of emergency facil- 
ities is unnecessary. In other states such as Utah federal 
practice has been the basis for determining depreciation 
allowances for the state tax and federal allowances for emer- 
gency defense facilities will probably be followed. 


When the provision in the law is couched in broad terms 
and the regulations are sufficiently flexible, no special action 
may be necessary to authorize accelerated depreciation for 
special defense facilities. Alabama reports that the pro- 
vision in the state law is sufficiently broad and that there 
has been no occasion to pass on the question. In Arkansas 
the regulations are very flexible and ‘“‘can be construed to 
take care of the national defense situation.” Georgia’s 
law is broad enough to cover the question fully and this 
state will follow the same procedure as is used by the 
Federal Government. The Louisiana Department of Rev- 
enue has stated that emergency defense facilities may be 
depreciated for income tax purposes on the same basis 
allowed by the Federal Government, wherever the con- 
ditions and facts existing justify such an allowance as 
“reasonable” within the terms of the Louisiana statute. 
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A Kansas official states that in his opinion the discretion 
granted to the administrative authorities is broad enough 
to cover any request and that Kansas contemplates follow- 
ing the provisions of the Internal Revenue Code. Kentucky 
plans to follow federal practice as in the past and a showing 
that a given rate of depreciation has been accepted for 
federal tax purposes will be deemed sufficient. In Mary- 
land no regulations have been issued, but it is the intention 
to follow those of the Bureau of Internal Revenue. North 
Carolina will handle the matter by regulations and federal 
practice will be followed. Virginia’s provision is worded 
in broad terms and this state ‘‘can and will follow the 
federal plan.’ Wisconsin reports that depreciation allow- 
ances for emergency defense facilities will probably be on 
the same basis as federal allowances. 

The New Mexico law is broad enough to justify the 
imitation of regulations to cover the special amortization of 
plant additions or other defense facilities, and regulations 
have been instituted. The income tax law has been te- 
written and the bill introduced during March. The text of 
this bill will include the regulation which has been pro- 
mulgated. Because of its completeness, the regulation is 
presented in its entirety. 

Any corporation which has received a necessity cer- 
tificate from the Secretary of War, Secretary of Navy 
and/or the Advisory Commission to the Council of 
National Defense of the government of the United 
States, and is entitled to amortization on the construc- 
tion, reconstruction, erection, installation or acquisition 
of facilities necessary to the National Defense Pro- 
gram, as provided in the Second Revenue Act of 1940 
shall also be permitted to amortize the cost over a 
period of five years in lieu of normal depreciation. 
The Chief Auditor of the New Mexico Income Tax 

Division states that ‘““This State believes that any assistance 
on the part of the taxing authorities in the encouragement 
of the inauguration of any program of construction which 
tends to advance the National Defense Program should be 
and is recognized. While this Division cannot speak for 
all departments of the State, it is believed that every de- 
partment will cooperate in the matter of taxation.”’! 

In New York the question of taxation in relation to 
defense production was deemed of sufficient importance 
to warrant an official statement by the Governor. On Feb- 
ruary 3 Governor Lehman stated that New York’s taxing 
policy with respect to corporations engaged in defense pro- 
duction will permit the allowance of deductions for amor- 
tization of emergency defense facilities within five years. 
“This policy which conforms to principles recently laid 
down by the Federal government, is designed to encourage 
expansion of production facilities by making available sub- 
stantial amounts of private capital which otherwise would 
not be invested in needed plant additions. The use of cor- 
porate capital rather than government funds for this pur- 
pose is an objective desirable on the part of both industry 
and government.” 





1Letter to Tax Foundation dated March 4, 1941. 
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After pointing out that the coordination of federal and 
state taxing policies did not require amendment of the 
New York business franchise tax law, the Governor con- 
cluded with this statement: ‘Although this policy with 
regard to deductions for amortization will necessarily result 
in some loss of revenue to the State, it is my firm belief 
that this loss will be more than offset by the more impera- 
tive consideration of furthering our vital defense program.” 


California, an important state from the standpoint of 
defense contracts, reports that the Office of the Franchise 
Tax Commissioner has sponsored amendments which would 
bring the provisions of the income tax law relating to de- 
preciation and obsolescence in line with the provisions of 
the Internal Revenue Code. No action had been taken up 
to March 5. The Minnesota Department of Taxation has 
submitted a similar proposal to the legislature. Missouri 
reports that, although the federal regulations are generally 
followed, amortization on a five-year basis will not be pro- 
vided unless the legislature takes some action. It was not 
stated whether a proposal had been submitted, but appar- 
ently this was not the case. 


In a letter dated March 5, the Oklahoma Tax Commis- 
sion stated that possibly a special statute will be enacted 
during the current session of the legislature. At that time, 
however, a bill had not been introduced. Neither had the 
Commission ruled on the depreciation question. Finally, 
South Carolina reports that the problem had not been con- 
sidered, for the reason that the state “does not have any 
plants running in connection with the National Defense 
Program.” 

The foregoing analysis is based on replies! received from 
administrative officials in states in which the net-income 
measure is used in corporate taxation. With few if any 
exceptions, it appears that state taxing authorities are aware 
of the desirability of granting the right to amortize emer- 


gency defense plants and facilities on a basis comparable 
to that provided by the Internal Revenue Code, as amended 
by the Second Revenue Act of 1940. This observation 
applies not only to tax administrators, but also to the 
higher administrative officials of states such as New York. 
As the problem is under consideration in some states, final 
decisions as to the course to be followed cannot be given 
for all reporting states. It would appear, however, that 
major difficulties will probably not be encountered in any 
important industrial state in which a corporation tax mea- 
sured by net income is imposed on industrial concerns. 


ASSESSED VALUATIONS FOR PROPERTY TAXATION 


.Except in comparatively rare instances in which they may 
be exempted under general or special statutes, emergency 
defense plants and facilities will be subject to assessment 
for the general property tax. A question arises as to whether 
special consideration should be granted under this form of 





1No replies were recetved from ten states to which letters were addressed. 


~ tLetter to Tax Foundation dated March 7, 1941. 





taxation. If so, what steps should be taken in order to 
ensure results that will be equitable to both the company 
providing defense facilities and the taxing jurisdiction? 


Only 13 states replied to an inquiry as to whether spe- 
cial consideration is being granted in property taxation. In 
general the replies indicate that no action has been taken 
by the state authorities and that definite policies have not 
been formulated. This is attributable in part to the fact 
that in many states the administration of property taxes is 
primarily a local matter. 


The constitutional provisions of some states are regarded 
as a deterrent to rapid reductions in valuations for property 
tax purposes. Thus, in California the requirement that 
property shall be taxed in proportion to its value would 
probably prevent the acceptance of an annual write-off of 
20% of the value of emergency defense plants and facili- 
ties for a period of five years. Similarly, the Massachusetts 
Commissioner of Corporations and Taxation states that he 
doubts that a depreciation figure could be used year after 
year, as the Constitution and tax laws require assessment of 
property at full aud fair cash value as of the taxing day. 


In many states the question has not come up for con- 
sideration by state officials. This is true of Alabama, Kansas 
and Pennsylvania, among other states. Alabama reports, 
however, that taxpayers are given full consideration on 
questions of excessive costs of construction, but that prop- 
erty must be assessed at 60% of fair and reasonable market 
value. The Secretary of the Kansas State Commission of 
Revenue and Taxation writes: “While we have received no 
request from any of the county officials for a depreciation 
schedule or other information concerning the valuation of 
this type of property, it is assumed that the assessors will 
consider, as one of the elements of value, the useful life of 
properties constructed under the Defense Program. We do 
not anticipate any difficulty with reference to the valuation 
of this type of property.’”? 

Pennsylvania reports that no policy has been determined 
with respect to taxes on property or when property is used 
as one of the bases of a tax. This state anticipates that the 
question of valuations for emergency defense facilities will 
come up in connection with the capital stock tax and also 
in reference to the tangible property fraction of the fran- 
chise tax and corporate net income tax, but it is believed 
that specific claims will not be made for about a year. 


Virginia reports that in property taxation no special con- 
sideration can be lawfully given, but as the tax is based 
upon value, the problem will be solved automatically. In 
Minnesota, special consideration would require a change 
in the assessment law. There has been some discussion of 
the proper method of valuing emergency defense plants 
and facilities, but as of March 4 no definite action had been 
taken. 

In Ohio representative industries have been allowed de- 
preciation at average rates of 5% to 7.5% per year. A 
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request that plant enlargements incident to defense pro- 
duction be charged off at 20% per year was not granted. 
In denying the request, the State Tax Commissioner stated 
that his position ‘‘is based upon the principle that upon 
termination of the present defense program and a showing 
at that time that the property in question is no longer of 
value on account of being unsuited for use in other in- 
dustry, the property should then be either wholly depre- 
ciated or depreciated in such amount as its value and use- 
fulness would then indicate.’’! 

This decision is perhaps indicative of the course that 
will be followed in a number of states. That is, emergency 
plants and facilities would be valued according to the same 
criteria used in valuing other property, but when it appears 
that the property is no longer required for industrial pur- 
poses, complete depreciation will be allowed on buildings 
and facilities. Full consideration should, of course, be given 
the taxpayer when excessive costs of construction have been 
incurred. 

From a cost standpoint, this procedure would appear to 
be preferable to rapid depreciation at a rate as high as 
20% per annum. If the latter rate were granted, in the 
fourth and fifth years of their use the emergency plants 


‘Statement by William S. Evatt, State Tax Commissioner, in the Cincin- 
nati Enquirer, February 15, 1941. 
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might have a definite advantage in tax costs, as compared 
with plants constructed a few years prior to the inception 
of the defense program. 


DEPRECIATION ALLOWANCES FOR OLD PLANTS 

Equality with respect to federal and state taxes measuced 
by net income will require that regular depreciation allow- 
ances be made more flexible. These allowances are ordi- 
narily not predicated on abnormal use of machinery and 
equipment. Rather than enlarging their plants, many con- 
cerns are operating double or triple shifts. Increasing the 
number of hours machinery is operated means more rapid 
depreciation. The same observation applies to the use of 
relatively less skilled labor, which in some industries is 
necessary because of the shortage of available labor pos- 
sessing a high degree of skill. 

It will not be an easy matter to attain a high degree of 
equity in the taxation of corporations engaged in defense 
contracts. Numerous individual cases will have to be con- 
sidered on their merits. The most satisfactory results will 
probably be obtained when considerable discretionary 
authority is vested in experienced administrative officials. 
Rigidity in administration must be avoided, if taxing pro- 
cedures are to be brought into harmony with the require- 
ments of the defense emergency. 
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